Thus, in terms of the above-stated 4 crucial variables defining the overall macroeconomic environment in an economy, there are sharp and substantial differences between developed and developing economies. What explains such differences? Here, I am trying to find a microeconomic explanation for all such differences.
II. The Hypothesis:
The differences in the Developed and Developing economies can be explained on the basis that the inflation rates are substantially different in both these types of economies, which, in turn, affects the macroeconomic structure of these economies as a whole. Over the past 30-40 years, a very low inflation rate on annual basis has been observed in the developed economies of the First World nations. This 'average' rate is typically less than 2% per annum and is generally found to be between 1% and 2%. A reasonably high rate of inflation is observed in developing economies, typically at the rate of 7% to 8% per annum. I explain the logic for the hypothesis in the following section.
III. How does it work?
Firstly, let us consider the Demand Theory and its lessons. If we represent demand for a commodity X as X D , then we can say that X D = f (P X , P R , I, T, Pop.), where P X = Price of X, P R = Price of related goods, I = Income, T = Tastes and Preferences, Pop. =Population. Now, the population and tastes and preferences of consumers for various commodities may be considered as exogenous variables at least in out theory here. In any case, I believe that the changes in them can be either predicted (because they are slow and gradual) or managed (through advertisements, etc.) in an economy. The demand function, therefore, essentially boils down to the following in real terms over time: X D = f (P X /P R , Y) where, P X /P R is the relative price of X and Y is the real income of consumers. Now, inflation can be defined as a state of overall rising prices. Therefore, rate of inflation can be defined as the rate at which average price is rising over time. Moreover, the relative prices can be explained by the dispersion in the individual price-changes. Thus, if the rate of inflation is 8%, we can say that the goods in the economy on an average are rising in price by 8%. However, not every individual commodity price changes by 8%. The dispersion in pricechanges of different goods leads to changes in relative prices. Since the demand for a commodity is determined by relative prices and not by absolute prices (as we have seen above), changes in relative prices are important determinants of the structure of demand over time. Let us depict the price-changes of different commodities in an economy over a specified time in a graph: GP = Mean pricechange, σ 2 = variance.
This graph shows the dispersion of price-changes over time. If we assume that the relative dispersion of price rise in commodities measured by the coefficient of variation remains more or less the same in both types of economies-Developed and Developing, we can deduce a very interesting result, viz., change in the relative prices in an economy depends directly on (or is an increasing function of) the rate of inflation in the economy. Symbolically, Δ(P X /P R ) = f (GP). And, f' (GP) >0.
Let us consider an example here. Let a developed economy experience an inflation rate of 2% and a developing economy, an inflation rate of 8% with the normal distribution of price-changes for commodities in both the economies and coefficient of variation being 1.
For DC: 2% inflation implies that for almost 68% of the commodities, price-changes of the order of 0% to 4% are observed. This is because 2% is the average price rise of goods and σ = 2% because C.V.= 1. Thus, 68% of the commodities experience a change of less than 4% in their relative prices. This cannot be considered substantial to effect any major changes in the structure of demand in the economy.
For GLDC: 8% inflation implies that only 20% of the commodities in the economy experience a price-change in the range of 6% to 10%. This is because 8% is the average price rise of goods and σ = 8% because C.V.= 1. Thus, only 20% of the commodities experience a change of less than 4% in their relative prices. A large proportion of commodities would therefore experience a substantial change in their relative prices. Hence, the structure of demand is also likely to change significantly in the GLDCs.
Moreover, the demand forecasting techniques for businesses have to be different for both the types of economies, Developed(DC) and Developing(GLDC). As we have observed above, the relative price change is quite insignificant in the case of Developed economies. But in Developing economies, the relative price changes are generally very substantial. This, in turn, gives rise to considerable uncertainties and risks in businesses in the GLDCs. These risks and uncertainties on the other hand, are very low for the Developed economies. We usually find the 'time-trend' models to dominate business forecasting in the Developed economies. The relative prices are less relevant for the reasons discussed above. These economies are 'income driven' in the sense that real income growth largely determines changes in demand for commodities depending on their income elasticities. As a result, the fluctuations in the real growth of income are relatively small and a stable growth is observed in the Developed economies. On the contrary, the business forecasts in the Developing economies are critically dependent on the relative prices and other factors influenced by them. The growth is so high that relative fluctuations in growth are very common and hence the simple time trends are not enough for forecasting the demand. This further adds to the risk of errors in the business forecasts in the Developing economies. Moreover, the governments in GLDCs are generally oriented towards 'protecting the poor' and ensuring greater equity. As a result, their policies have a greater element of surprise as compared to the Developed countries. This also contributes to greater uncertainties in the environment for business in the GLDCs.
In the developed economies, the inflation rate is low and as a result, there are predictable factor rewards in real terms. The real factor rewards are relatively not hidden or obscured, but are more transparent in the Developed economies. Conversely, in the Developing economies, since there is high (unanticipated) inflation, the factor rewards are less predictable and not as transparent. So, the income distribution is less stable in the Developing economies as compared to the Developed economies. Since the income distribution generally plays an important role in determining the demand for different goods and hence the structure of demand in an economy, it adds a further dimension to the risk and uncertainty in the GLDCs. Now, profit in economics is defined to be a reward to risk and uncertainty faced by entrepreneurs. Thus, higher shifts in the structure of demand coupled with higher risks and uncertainties lead to higher profit rates in the Developing economies as compared to the Developed economies.
This, in turn, leads to greater net investment in Developing economies as against Developed economies relative to their incomes because rate of investment (s) is known to be an increasing function of the rate of profit (r). Symbolically, s = f (r) ; f' (r) >0.
Higher investment rate would lead to higher growth in the economy by increasing the growth of factor inputs and encouraging technical progress. Higher investment rates may also help to remove or reduce the structural bottlenecks thereby boosting the aggregate supply of goods and services in the economy. Thus, lower investment rate in the Developed economies implies lower growth of real income in the long run, whereas a higher investment rate in the Developing economies implies a higher growth of real income and hence employment.
IV. Symbolic Presentation of the Model:
The following is a sketch of the model in symbols:
